Think about a firm making risky investment choices. To determine how much to invest, the firm takes into account the upfront cost of investment, as well as the expected return of the project and its associated risks. The return of the project depends not only on the actions of the firm, but also on the overall performance of the macroeconomy and its associated risks. Therefore, investment is inherently risky and depends on outcomes that are not under the control of the individual firm. Hence, the firm has to forecast both what will happen to the aggregate economy and how those events will affect its investments. What is driving the missing economic recovery since the Great Recession?
Before the Great Recession, the probability of a tail event on the overall economy was very small. Hence, the probability of an abnormally low return on investment projects was also very small. This small probability of tail risk led firms to make large investments, ultimately generating economic growth until 2008.
After the Great Recession, however, the probability of abnormally low returns increased substantially. This change in tail risk implies investments are more prone to abnormally low returns. Consequently, investors reassessed their investment plans and decided to cut investment. As a result, economic growth is lower now than before the Financial Crisis.
Recently, colleagues and I constructed a quantitative macroeconomic model to gauge the magnitude of the real effects of this change in tail risk. 2 Our model predicts that capital, employment, and output drop 17 percent, 8 percent, and 12 percent, respectively, after the Financial Crisis, with almost no rebound back to trend. Figure 2 shows the response of the model (blue line) is similar to the data (red line) after the Great Recession. It shows a pattern of prolonged stagnation, and the economy never recovers from the negative shocks in 2008-09.
In Part 3 of this series, I extend the discussion to assess the effects on the return on safe and liquid assets. n
